
The UK economy
Martin Weale and Garry Young

• Headline inflation will fall below 1 per cent by the end of this year.

• But the outlook then deteriorates, with inflation set to rise to 3.1 per cent p.a. by the end of
2000 and earnings growth picking up to 6 per cent p.a.

• The threat of recession has now lifted and economic growth is set to accelerate to 2.5 per cent
p.a. in 2000.

• House prices will increase by 7.5 per cent p.a. from 1999 to 2001.

• Interest rates will rise to 6 per cent p.a. by the end of 2001.

Inflation is poised to pick up
(RPIX inflation)

The Bank of England may confront an undreamt-of policy dilemma towards the end of this year.
There is almost a one in two chance that inflation will fall below 1.5 per cent p.a., the level that
prompts an open letter to the Chancellor. However, the prospect of a sharp rebound in inflation
above the target by the end of 2000 could put the Bank under pressure to raise interest rates at the
very time it is accounting for the inflation undershoot.

The rollercoaster trajectory of inflation occurs as the forces currently restraining inflation
weaken. Import prices will cease falling around the end of the year and are projected to be rising
at 2.5 per cent p.a. by the end of 2000. Although pay settlements are currently low, earnings
growth will pick up sharply as the upturn ahead keeps the labour market tight.
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Although the effect of higher pay
on unit labour costs will be tempered
by higher productivity growth, compa-
nies will use a gradual depreciation of
the exchange rate to rebuild profit
margins on their domestic business.

House prices should rise sharply
over the next three years, but a repeti-
tion of earlier runaway booms is un-
likely. House prices are undoubtedly
very low in relation to disposable
income. However, the removal of

mortage interest tax relief in 2000, the caution induced by the house price falls of the early 1990s
and the potential for interest rate increases should restrain the market from the excesses of the
late 1980s.

Against a background of rising house prices, spending on consumer durables will rise by 13
per cent between the end of 1998 and the final quarter of 1999. With real disposable income
rising sharply, consumer spending is projected to rise this year by 2.7 per cent and domestic
demand by 2.9 per cent. However, the gap between exports and imports, reflecting sluggish
world trade growth and the strength of sterling, drags GDP growth down to 1.2 per cent in 1999.



The world economy
Dawn Holland, Florence Hubert, Nigel Pain, Dirk te Velde and Véronique Genre

• The outlook for world growth has improved with 2.5 per cent growth now expected in the OECD this year.

• Inflation will rise from a 40-year low of around 1 per cent in the OECD to 2 per cent p.a. in 2000-01.

• The euro zone economy will pick up speed in 2000 with growth rising to 2.7 per cent and an increase in infla-
tion to 1.5 per cent.

• Japan will grow by less than 1 per cent p.a. in both 1999 and 2000.

• The main risk to the world economy is a sudden collapse in equity markets: a 20 per cent decline in prices
would reduce growth in 2000 by 1 percentage point.

Global economic prospects have
brightened with OECD growth
now expected to be half a percent-
age point higher in 1999 than
seemed likely at the start of the
year. As world economic activity
picks up, so inflationary pressures
will re-emerge, but these will be
modest in comparison to the past.

Output in the euro area is set
to stage a robust recovery, thanks
to low interest rates and gains in
competitiveness from the decline in
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the euro. The euro real effective exchange rate has fallen to levels not seen for fifteen years. With
inflation poised to pick up in 2000, the European Central Bank is likely to raise interest rates by
the end of this year.

Without further restructuring, rates of return will not rise sufficiently to justify the rebound
in the Japanese stock market since the start of this year.  Despite the sharp increase in GDP in the
first quarter, Japan is not yet out of the woods. We expect only modest growth in domestic de-
mand of half a percent in 2000.

The US economy should expand by almost 4 per cent in 1999 but is then expected to slow
down as Year 2000 expenditure ceases, wealth effects from the stock market boom wear off and
monetary conditions tighten. We expect a further half a percentage point on the Fed Funds rate
by the end of this year.

The main risk to the global economy is a sudden collapse in equity markets. Our simulations
show that a 20 per cent decline in stock prices  would cut OECD output by up to 1 per cent. Such
a scenario would pose particular dangers for Japan, where the central bank has no scope to
respond by cutting interest rates.

The euro zone has become much more competitive
Euro real effective exchange rate (based on whole economy unit labour
costs, 1994 = 1.0)



The impact of employee involvement on small firms' financial
performance
Alex Bryson
(Policy Studies Institute)

This paper finds small firms perform better when they involve employees in the business through
direct communication and consultation with their employees. Conversely, large firms must resort
to formal methods of employee involvement to benefit financially.

The relationship between employee involvement (EI) and small firms' financial performance is
analysed using a nationally representative sample of workplaces in Britain.

Small firms benefit from systematic use of one-way downward communication from man-
agement to employees and the regular use of direct communication methods, like team briefings,
which have the potential for two-way communication between management and employees. The
findings challenge the conventional wisdom that, as fairly 'low intensity' forms of EI, they are
liable to have little effect on performance. In small firms, regular communication with decision-
takers who are in close proximity may form the basis for meaningful participation in decision-
making and trust-based employee relations.

 Managers can use regular direct communications to explain their plans for problem-solving,
while workers can use them to convey concerns and alternative approaches. This can foster the
mutual trust which, through organisational commitment and job satisfaction, can have positive
effects on firm performance. Small-firm workers may feel (and actually be) more involved in
decision-making because there is two-way communication. However, upward problem-solving
alone is associated with poorer performance, suggesting that attempts to tap into worker knowl-
edge, and to elicit greater worker effort through problem-solving EI, can prove counterproductive
if they are not combined with regular two-way communication between management and work-
ers.

Whereas direct downward communication from management to employees has a positive
effect on small firm performance, it has a negative effect in combination with upward problem-
solving. So, although one-way downward communication of management instructions can bring
financial rewards for small firms, this 'authoritarian' approach conflicts with the more collabora-
tive approach required to make upward problem-solving work.

The costs of implementing and maintaining financial participation schemes outweigh any
incentive effects they may have. Individual performance-related payments do improve small firms'
performance, while having no connection with large firms' performance. They may be more
suited to the small firm environment, where monitoring individual effort is less costly and wages
are more responsive to individual productivity. However, they do not combine with EI practices to
improve performance, suggesting that they are not used as a financial pay-off to workers to par-
ticipate constructively in EI schemes.



The distributional effects of education expenditures
Michael L. Biggs and Jayasri Dutta
(Faculty of Economics and Politics, University of Cambridge)

Michael Biggs and Jayasri Dutta evaluate the likely long term effects on the distribution of income
of varying levels of public expenditure on education.

Recent studies have suggested that economic growth is significantly affected by human capital.
In this context this article looks at state expenditures on education as a vital component of invest-
ment in human capital. These expenditures are also  redistributive. The authors evaluate the long-
run distributional effects of cuts in the public expenditure on education. In the UK, and similar
other countries, private education is an option available to parents in parallel. Lower levels of
state financing are likely to affect participation in the state school system. For this reason, the
authors believe that the effects of expenditure cuts on growth are likely to be small.

However, it is believed that levels of expenditure do have an effect on earnings distribution.
The authors use a dynamic model to simulate earnings distribution. Taken into account in this
model is the fact that earnings of individuals differ because of differences in innate ability, and
additionally if their education levels differ. The model is also based on a dual  system of education
where, as in the UK or US, the state finances public education by taxation. As participation in
state education falls due to the reduction in public financing the level of inequality of earnings is
likely to rise. Using parameter values which have been estimated by other researchers for the UK,
Biggs and Dutta evaluate the likely long-run impact of apparently modest cuts in education expen-
ditures. These estimates suggest that the long-run impact of the inequality of earnings is likely to
be substantial. To put this into perspective, a decrease of expenditure rates from 6 to 5% of GDP
could  double the dispersion of earnings in the long run.



In the last few years, a prolonged boom in the US economy has offset the effects of recession in
Japan and a slowdown in other East Asian 'tiger' economies. But there is now a risk, say the
authors of this article from the CLARE Group, that the stabilising influence this has had on the
world economy may be interupted. If the 'bubble' in the US stockmarket should burst, the effects
of declining demand for consumption and investment could spread throughout the OECD area
and beyond, and if growth elsewhere continues to be restrained, could tilt the balance of the
world economy in a recessionary direction. This could happen at a time when the conventional
wisdom has lost faith in the effectiveness of 'reflationary' monetary and fiscal policies.

While recognising the case for being sceptical of Keynesian 'fine-tuning', the authors argue
that there is still a presumption that responding to a serious recessionary shock with well-chosen
'reflationary' actions could shorten and attenuate it. They first ask how the rules guiding mon-
etary policy should be amended to reduce the future probability of the sort of 'bubbles' that might
end in recession. If recession threatens to become deep, redeploying labour into consumer goods,
to counter a decline in the demand for capital goods, would be likely to require a radical one-shot
monetary expansion—something which the Japanese central bank has not been ready to attempt.
The authors then consider the possibilities for fending off or mitigating recession by the use of
fiscal measures. The first need is to see that the built-in stabilisers of the tax-and-benefit system
are kept up to strength. Extra government spending on social security or tax cuts would be quick-
acting, but to be effective would need to be targeted at consumers least likely to save the pro-
ceeds. It would also need to be, if not reversible, then at least capable of abrupt termination.

The authors conclude by calling for public discussion of the policy issues involved as a basis
for the formulation of contingency plans against the non-negligible risk that the balance of the
world economy could before long be upset by the recessionary consequences of a sharp correction
in capital markets.

Global stability: risks and remedies
J.S. Flemming, M.V. Posner and J.R. Sargent
(Written for the CLARE Group*)

* This article was written as the contribution of the CLARE Group to the July Review. Members of the
CLARE Group are: M.J. Artis, T. Besley, A.J.C. Britton, W.J. Carlin, J.S. Flemming, C.A.E.
Goodhart, J.A. Kay, R.C.O. Matthews, D.K. Miles, M.H. Miller, P.M. Oppenheimer, M.V. Posner,
W.B. Reddaway, J.R. Sargent, M.Fg. Scott, P. Seabright, Z.A. Silberston, S. Wadhwani and M. Weale.
Drafts of this article have been discussed among members of the Group,
but responsibility for the views expressed rests with the authors alone.



This article uses the model of Her Majesty’s Treasury (HMT) to calculate the value of the real
exchange rate for the UK that is compatible with medium-term macroeconomic equilibrium.  This
has important policy implications for possible UK membership of the single currency.  Partici-
pants in monetary union have fixed their nominal exchange rates  against each other but real
exchange rates still vary because inflation rates differ across member states.  In the medium term,
convergence of the actual and equilibrium real exchange rate must take place.  Outside the single
currency this can be achieved by movement of the nominal rate, holding the inflation rate at a
different level to that elsewhere or a combination of both of these.  Membership of the single
currency removes the first option ensuring that any adjustment to equilibrium must occur through
relative price movements.  This article estimates the size of the gap between actual and equilib-
rium real exchange rate for the UK economy.

The Fundamental Equilibrium Exchange Rate (FEER) is that level of the real exchange rate
consistent with the economy growing at its ‘natural’ rate while achieving a sustainable current
account position.  It is calculated using the long-run trade and supply side relationships in the
HMT model.  The key result shows that the real exchange rate associated with macroeconomic
equilibrium lies well below the actual rate for most of the 1990s.  In the second quarter of 1999
sterling is around 23 percent overvalued.  Underlying this figure is an assumption that a current
account deficit of 0.2 percent of GDP is sustainable in the medium term. Assuming that a larger
deficit of 1 percent of GDP is sustainable reduces the overvaluation to around 19 percent.

The extent of this overvaluation is important when choosing an entry rate for sterling if the
UK does eventually decide to participate in the single European currency.  Once the nominal
exchange rate is fixed, overvaluation can be corrected only by holding UK inflation lower than
that elsewhere.  Achieving this is likely to be costly in terms of jobs and output given the large
amount of nominal and real rigidity that exists in wages and prices in the UK.

Properties of the fundamental equilibrium exchange rate
in the Treasury model
Keith B. Church
(ESRC Macroeconomic Modelling Bureau, University of Warwick)



Within-class grouping: evidence versus conjecture
Philip C. Abrami, Yiping Lour, Bette Chambers, Catherine Poulsen
and John C. Spence
&
Within class grouping: a rejoinder
S.J. Prais

This article and response continues the within-class grouping versus whole-class teaching debate.

Lou, Abrami, Spence, Poulsen, Chambers and d'Apollonia (1996) reported findings from a
quantitative review showing on average positive, but variable, effects of within-class grouping on
pupil achievement and other outcomes. Commenting in the National Institute Economic Review
a year ago (July 1998), Prais argued for whole-class teaching, claiming that the authors mis-
summarised their  findings. In this abbreviated rejoinder, the authors Abrami et al argue that their
findings are: useful; not so variable as to be meaningless; provide evidence of beneficial effects for
pupils of all relative abilities; are thorough and detailed; and provide a rather complete picture of
the available evidence. In contrast, the authors believe that Prais (1998) relied too heavily on
conjecture and selective citation to offer a view of the effects of within-class grouping which they
say is a "serious mis-summarisation" of their findings.

In the current rejoinder to the claims by Abrami et al, Prais cites the failings of the education
system in Britain and how these are being tackled by the National Literacy and Numeracy Strate-
gies. These strategies have not completely discarded the idea of within-class grouping but see the
need for a preponderance of whole class teaching as an essential element in improving standards.
Prais also questions the validity of claims by Abrami et al due to the very great variability of the
results they quoted for a large number of studies.  He believes that the success shown by continen-
tal primary schools, the teaching methods of which have provided the basis of the high achieving
Barking and Dagenham experimental reforms, provides evidence that there are great advantages
to extending the use of whole-class teaching methods in British schools.


